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ABSTRACT 



The United States, while enjoying the highest level of prosperity 
in its history, is, at the same time, faced with the possible loss of 
its monetary gold reserves due to a chronic deficit in its International 
Balance of Payments. Actions have been taken to eliminate the deficit 
in the balance of payments. These, however, if successful, offer only 
a short term solution to the problem. What is required is a solution 
which will not only assist the United States in eliminating the deficit, 
but will also prevent the annual recurrence of balance of payments cri- 
ses. This paper discusses the Balance of Payments problem, its back- 
ground and causes and proposes one long-range solution to the current 
problem. 
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CHAPTER I 



INTRODUCTION 

With the late summer of 1945, the free world rejoiced at the suc- 
cessful conclusion of World War II. As must happen in the wake of any 
catastrophe, rejoicing soon gave way to the grim task of reconstruction. 
If the free world were to continue to exist, it must rebuild. But where 
to turn for the wherewithal to carry out the massive reconstruction? 

The United States, untouched by bombings, a veteran of only four years 
of war as compared to her allies 1 six years, a United States suddenly 
affluent with the wealth accumulated from the years as the sole economi- 
cally productive country of the world, was the natural choice. The Uni- 
ted States accepted the task and, with it, the leadership of the free 
world. 

Today, however, the United States finds her position as economic 
leader of the world threatened. There exists a "gold problem." What is 
this "gold problem" which, suddenly, threatens our economic well-being? 
How could the United States possibly be in economic difficulty with the 
greatest gross national product in the world, and every indication of 
even larger gross national products in the future? Further, why has the 
United States world economic position so drastically changed in the past 
ten years? It is the purpose of this paper to examine the problem and 
to propose one course of action which offers a solution. 
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CHAPTER II 



THE GOLD STANDARD 



Today, gold is one measure of a nation's economic well-being. Its 
movement into and out of a nation is the temperature by which the eco- 
nomic physician can measure the patient 9 s economic health. Although the 
basic function of money as a medium of exchange has remained unchanged, 
the forms of money have evolved over the ages from commodity money to 
representative coinage, from coins to paper currency, and from paper cur- 
rency to deposits.^ Whatever its form, money is and has been the life- 
blood of trade. Before the trade can be completed, an agreement must be 
reached by the participants on the value of the money involved. A stand- 
ard must be agreed upon. Prior to the nineteenth century, trade was car- 
ried out in the money of the major trading power, hence no additional 
standard was required. This system was so popular that it was not until 
the nineteenth century that the majority of the nations of the world 
began coinage of national currencies. The birth of national currencies 
demanded that, if trade was to continue smoothly, some standard for equat- 
ing national currencies must be agreed upon. Gold and silver, in them- 
selves long popular as money, became the standards, with gold the most 
popular. The gold standard was born. The use of gold or the gold stand- 
ard is then a fairly recent development, beginning as it did with the 
appearance of individual national currencies. Table I is a chronology 
of gold standard adoption by the major countries of the world. 

^Federal Reserve Bank of San Francisco, The Search for Certainty in 
an Uncertain World (San Francisco: 1962) s p. 12. 



2 



TABLE I 



DATES OF ADOPTING GOLD STANDARDS 



Country 


Year 


Country 


Year 


Great Britain 


1816 


Holland 


1875 


Germany 


1871 


Uruguay 


1876 


Sweden 


1873 


United States 


1879 


Norway 


1873 


Austria 


1892 


Denmark 


1873 


Chile 


1895 


France 


1874 


Japan 


1897 


Belgium 


1874 


Russia 


1898 


Switzerland 


1874 


Dominican Republic 


1901 


Italy 


1874 


Panama 


1904 


Greece 


1874 


Mexico 


1905 



Source: 



Federal Reserve Bank of San Francisco, The Search for 
Certainty in an Uncertain World (San Francisco; 1962) 
p. 10. 
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Under the international gold standard, each country legally de- 
fines its monetary unit in terms of a given gold content. Secondly, 
the monetary authorities freely buy and sell gold at the official price 
set* Finally, a par or mint rate of exchange between any two gold 

standard currencies, equal to the ratio of their gold contents or the 

2 

ratio of the prices of gold in each currency, is established. 

Under this standard, a country paid for its international purchases 
with an outflow of gold and received in payment for its sales an inflow 
of gold. Ideally, the outflows are matched by inflows, but seldom does 
the ideal occur. When an outflow exceeds an inflow, this deficit is 
financed with the sale of gold reserves* Under what has been called 
the Classical" gold standard, automatic adjustments would take place 
to prevent the ultimate loss of all of any country's gold reserves. With 
the outflow of gold, the domestic money supply would shrink. As the 
money supply shrinks, prices should fall due to the same amount of busi- 
ness being transacted with less money. The decline in domestic prices 
relative to foreign prices should make importing less attractive, while 
making domestic goods more attractive to foreign markets. Following the 
price decline in the deficit country, there should occur a similar cost 
decline since wages should fall, thus further improving the competitive 
position for the deficit country. 

In addition, with the foreign purchase the buyer's deposits fall, 
causing an equivalent loss in bank reserves. With the fractional reserve 
system, the loss causes a reduction of deposits by a multiple of the 

o 

Delbert A. Snider, Introduction to International Economics (Home- 
wood, Illinois: Richard D. Irwin, Inc., 1963), p. 188. 
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loss. This will be accomplished by a reduction in bank loans and invest- 
ments. Security prices will fall due to bank sales and interest rates 
will rise with money more scarce. This will tend to reduce the level 
of production and employment which will tend to further force down 
prices of finished goods and labor. This will further serve to improve 
the deficit country's trade position and tend to restore a balance be- 
tween inflow and outflow of gold. 

It is expected that a similar but opposite reaction to the defla- 
tionary trend in the deficit country is taking place in the surplus 

country. Inflationary actions of prices, costs and banks should serve 

3 

to reduce the inflow of gold and to bring flows into balance. Thus, 
the gold standard offered and appeared to provide an "automatic" system 
for maintaining a balance between a nation's expenditures and receipts. 

From 1879 to 1914, the world enjoyed prosperity, a prosperity attri- 
buted by many to an adherence to a gold standard. However, in actuality, 
banks did not completely play the game by the rules. While the majority 
of the central banks did raise interest rates when faced with gold out- 
flow, they proved to be loath to lower them at the onset of inflow. 
Further, due to the long run expansion taking place, gold losses and 
high interest rates did not have as great a depressive effect on world 
economy as theorized. The success of the gold standard during the lat- 
ter part of the nineteenth century and the early twentieth century can 
be attributed in great part to the fact that Great Britain and the pound 
sterling provided the economic and financial strength around which the 
system revolved, and that the rate of change in prices, income and 

Federal Reserve Bank of San Francisco, o£. cit . , p. 15. 
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business activity in the various countries was quite closely synchro- 
nized.^ 

World War I demonstrated the critical inadequacy of the gold stand- 
ard and was the beginning of its abandonment as the prevailing standard 
in international trade, a process which took about twenty- two years. In 
time of war, it is obvious that the productive resources of the bellig- 
erents will be channeled, for the most part, into war productions. Ex- 
ports drop to almost zero while imports rise equivalently. If a nation 
were to adhere to the gold standard under these conditions, her reserves 
would be exhausted in a short period of time. The United States was the 
only major belligerent to remain on anything approaching a gold standard 
during the war. 

By 1920 , most nations had returned to the gold standard or to an 

approximation of it. This was the gold exchange standard by which coyn- 

tries held as their reserves currencies of countries on the gold standard. 
This encouraged the accumulation of short term funds in depository coun- 
tries. Great Britain, with a high interest rate, received most of this 
flow. The short term funds, easily redeemable, posed a danger to the 
depositing country which was realized with the crash of 1929 . The sudden 
movement of short term funds, occasioned by the panic, forced Great Brit- 
ain off the gold standard in 1931 . 

In contrast to the British, the United States departure from the 
gold standard was brought about by domestic causes. The Great Depression 

^Federal Reserve Bank of San Francisco, o£. cit., p. 18 . 

^Federal Reserve Bank of San Francisco, oj>. cit . , p. 25 . 
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brought to the United States falling prices, reduced income and a vir- 
tual collapse of the banking system. The solution to these domestic 
problems was thought to be the devaluation of the dollar. Accordingly, 
in 1934, after several months of daily price adjustments, the price of 
gold was fixed at $35.00 per ounce as compared to the previous price of 
$20.67 per ounce. Exports of gold were suspended and individuals were 
forbidden to hold gold. 

The departure of the United States from the gold standard left a 
group consisting of France, the Netherlands, Italy, Belgium, Switzerland 
and Poland adhering to the gold standard. This "gold bloc," however, 
suffered a rapid demise in 1936 when France, Switzerland and the Nether- 
lands devalued their currencies. 

The last international effort, prior to World War II, to achieve 
stability in international trade through cooperation in currency control 
was the Tripartite Agreement, signed by Great Britain, France and the 
United States in 1936. Under the provisions of the agreement, the signa- 
tories pledged avoidance of exchange rate fluctuations and competitive 
exchange depreciation. The agreement was further strengthened by the 
subsequent joining of the Netherlands, Belgium, and Switzerland. The 
agreement operated effectively, achieving stability of exchange rates 
until the outbreak of the Second World War, at which time it ceased to 
be operative. ^ The outbreak of World War II signaled the end of one 
era and the beginning of another. It marked the emergence of the United 
States as a world leader, both economically and militarily. It also 
marked the beginning of the problems we face today, the balance of pay- 
ments deficit and the gold outflow. 

^Federal Reserve Bank of San Francisco, ££. cit . , p. 21. 
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CHAPTER III 



THE PROBLEM 



Whenever a consumer spends more than he earns, he must somehow meet 
the difference between his expenses and his wages. He will usually do 
this by drawing on his savings or by borrowing. If his reputation is 
good, his creditors will accept his note. The government in its domes- 
tic financial operations is similar to the consumer. It matches its 
expenditures with taxes, and when a deficit exists, it offers a promise 
to pay and we, the taxpayers, accept these promises, and they become 
the National Debt. 

In the field of international trade, a similar comparison exists 
between the consumer and the nation. The nation spends money abroad in 
the form of purchases (imports), loans or grants and receives money in 
payment for exports and profits from investments. When spending exceeds 
receipts a deficit exists. It is financed with outright payments from 
the nation's gold reserves or with promissory notes. These promissory 
notes are the dollars which foreign governments hold in bank balances 
rather than trading for gold. When a nation's expenditures balance 
against its receipts, it is said to have its international payments in 
balance. When expenditures outweigh receipts, it is said to have an in- 
ternational balance of payments deficit. When the converse is true, a 
nation is said to have an international balance of payments surplus. 

The International Balance of Payments is an accounting statement 
which gives a picture of the overall transactions of any country in the 
international economy over a specific period of time. It is a summary 
of the money value of all exchanges and transfers of goods and services 
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and evidences of debt or ownership between residents, businesses and 
government and other institutions of one country and the rest of the 
world for a given period of time.^ As an accounting statement it is a 
listing of debits and credits of nations. Debits give rise to claims 
for payment against a resident, business or government of the country 
by someone outside the country, and credits result in claims for payment 
by domestic residents or institutions against foreign interests. Figure 
1 is a sample of the United States 1 Balance of Payments account. As 
an accounting statement, debits and credits must balance. When debits 
exceed credits, the balance is obtained by a change in the monetary re- 
serve assets which are represented by gold, or changes in the position 
of the United States in the International Monetary Fund. However, the 
changes in gold reserves or in the International Monetary Fund position 
do not generally represent the complete adjustment factor between debits 
and credits. Foreign banks, individuals and governments usually hold a 
large amount of dollars in the form of bank accounts, rather than cash- 
ing them in for gold. These dollar holdings will be found as a credit 
entry in the short term component of the capital account. The algebraic 
sum of gold movements and short term capital give the numerical picture 
of the balance of payments deficit or surplus. They indicate the method 
of financing the deficit or surplus. Table II is a representation of 
the status of the United States 5 balance of payments from 1947 to 1963. 

At the end of World War II, the United States stood as the only 
relatively stable country in the world. Western Europe, marked by the 
six years of war, with most of its capital and capital-producing 

^“Snider, oj>. cit . , p. 134. 



9 



MODEL BALANCE OF PAYMENTS 



I. Current account: Debit Credit 

A. Merchandise trade: 

1* Merchandise imports x 

2. Merchandise exports x 

B. Service transactions: 

1 • Transpor tat ion : 

a) Rendered by foreign vessels, airlines, etc. ... x 

b) Rendered by domestic vessels, airlines, etc. . . x 

2. Travel expenditures: 

a) In foreign countries x 

b) By foreigners in home country • x 

3. Interest and dividends: 

a) Paid to foreigners x 

b) Received from abroad x 

4. Banking and insurance services: 

a) Rendered by foreign institutions x 

b) Rendered to foreigners by domestic institutions x 

5. Government expenditures: 

a) By home government abroad x 

b) By foreign government in home country x 

II. Capital account: 

A. Long-term: 

1. Purchase of securities from foreigners* x 

2. Sale of securities to foreigners* x 

B. Short-term:** 

1* Increase of bank and brokerage balances abroad .... x 

2. Decrease of foreign-held bank and brokerage balances 

in home country x 

3. Increase of foreign-held bank and brokerage bal- 
ances in home country x 

4. Decrease of bank and brokerage balances abroad .... x 

III. Unilateral transfers: 

A. Private: 

1. Personal and institutional remittances to non- 
residents * x 

2. Remittances received from abroad x 

B. Governmental: 

1. Grants, indemnities, and reparations made to other 

countries x 

2. Grants, indemnities, and reparations received from 

other countries x 

IV. Gold account: 

A. Import of gold and increase of earmarked gold abroad*** x 

B. Export of gold and increase of earmarked gold for for- 
eign account*** x 

*Includes new issues, transactions in outstanding issues, and trans- 
fers resulting from redemption and sinking-fund operations. 

**Also includes currency holdings, acceptances, and other short-term 
claims not listed. 

*** M Earmarked n gold is gold physically held in one country for the account 
of another. 

Source: Snider, Delbert A., Introduction to International Economics , p. 143. 

FIGURE I 
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TABLE II 







u. 


S. BALANCE 


OF PAYMENTS 








Goods and 
Services 
(Net) 


Private 

Remit- 

tances 

(Net) 


Private 
Long Range 
Capital 
Total 


Gov't 

Capital 

Unilateral 

Transfers 

(Net) 


Misc. 

Total 


Total 
Balance 
Surplus ( ) 
Deficit (-) 


1947 


Current 
Acc ' t 
11,529 


-669 


- 896 


-6,167 


770 


4,567 


1948 


6,440 


-683 


- 962 


-4,852 


1,062 


1,005 


1949 


6,149 


-521 


- 621 


-5,758 


926 


175 


1950 


1,779 


-444 


-1,048 


-3,719 


148 


-3,580 


1951 


3,671 


-386 


- 740 


-3,262 


412 


- 305 


1952 


2,226 


-417 


- 900 


-2,508 


553 


-1,046 


1953 


386 


-476 


- 322 


-2,196 


456 


-2,152 


1954 


1,828 


-486 


- 713 


-1,683 


- 496 


-1,550 


1955 


2,009 


-444 


- 674 


-2,352 


316 


-1,145 


1956 


3,967 


-530 


-1,961 


-2,497 


86 


- 935 


1957 


5,729 


-543 


-2,902 


- 2,733 


969 


520 


1958 


2,206 


-540 


-2,552 


- 2,769 


126 


-3,529 


1959 


134 


-575 


-1,589 


-2,637 


924 


-3,743 


1960 


3,769 


-458 


-2,114 


-3,031 


-2,047 


-3,831 


1961 


5,444 


-470 


-2,143 


-3,685 


-1,516 


-2,370 


1962 


4,826 


-491 


-2,495 


-3,909 


- 117 


-2,186 


1963 


5,485 


-143 


-3,053 


-4,147 


- 307 


-2,165 



Excludes goods and services transferred under military grants. 

Source: U. S. Department of Commerce, Survey of Current Busine ss, 

various issues. 
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facilities destroyed, turned to the United States for aid. The United 
States’ response can be judged by a study of the period 1947 through 
1949. Although the United States enjoyed a substantial net difference 
of exports over imports, it is not matched by the annual surpluses for 
these years, A substantial part of the dollars required to support 
Europe’s imports during these years was obtained in the form of loans 
and grants from the United States. This was mandatory if the dollar 
short countries of the world were to obtain the imports so badly needed 
for recovery. At the same time, it served to raise the dollar to a 
position of prominence among currencies, and made it an acceptable re- 
serve currency in most countries of the world. 

Commencing with 1950, the picture begins to change. The United 
States began to experience deficits rather than surpluses in her balance 
of payments. Commencing with the inordinately large deficit of 1950 
(Korean War), the deficits recur but remain relatively constant (even 
becoming a surplus in 1957 - Suez) until the drastic rise in 1958 and 
continue large up to the present. The total result of the balance of 
payments from 1947 to 1964 has been a deficit which has been financed 
primarily by reduction of United States gold reserves and increased 
foreign dollar holding. Table III shows the methods of financing the 
balance of payments deficits and surpluses from 1947 through 1963. The 
net result has been a reduction of United States gold reserves from 
$24.6 billion in 1949 to a level of about $15 billion by mid-February, 
1965, and an increase in foreign short term holding to approximately 
$17 billion. 

The significance of this deficit is obvious, if it is financed by 
the gold reserve. If it is financed by foreign dollar liquid balances, 
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TABLE III 



TOTAL NET BALANCE OF PAYMENTS OF U. S. AND HOW IT WAS FINANCED 





Total 

Surplus 

or 

Deficit(-) 


Increase ot 
decrease (-) in 
Monetary Reserves 
Gold I.M.F. 


Convert. 

Currencies 


Liquid 

dollar 

liability (-) 
to foreigners 


1947 


4,567 


2,162 


153 




1,252 


1948 


1,005 


1,530 


206 




- 731 


1949 


175 


164 


102 




91 


1950 


-3,580 


-1,743 


- 15 




-1,822 


1951 


- 305 


53 


- 20 




- 338 


1952 


-1,046 


379 


36 




-1,461 


1953 


-2,152 


-1,161 


- 95 




- 896 


1954 


-1,550 


- 298 


-182 




-1,070 


1955 


-1,145 


41 


-141 




- 963 


1956 


- 935 


306 


563 




-1,804 


1957 


520 


798 


367 




- 645 


1958 


-3,529 


-2,275 


- 17 




-1,237 


1959 


- 3,743 


-1,075 


40 




-2,708 


1960 


-3,881 


-1,702 


-741 




-1,438 


1961 


-2,370 


- 857 


135 


116 


-1,764 


1962 


-2,186 


- 890 


-626 


- 17 


- 653 


1963 


-2,165 


- 461 


- 30 


113 


-1,787 


Source : 


U. S. Department 


of Commerce 


, Survey of 


Current Business, 



various issues. 
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it can continue just as long as these foreign holders of the balances 
are willing to let these holdings increase. If they decided to withdraw 
these dollar balances, the drain on the gold stock would be even more 
rapid. Therefore, the immediate threat to the United States is that of 
a sudden world wide rush to convert dollars to gold. To guard against 
this threat two alternatives are available. First, increase the gold 
reserve of the United States. However, due to the relatively fixed 
supply of gold in the world, this is a practical impossibility. Second, 
by selected economic measures, restore faith in the dollar by indicating 
to the world that the United States is not taking advantage of her posi- 
tion as a reserve currency power to finance her own expansion by deficit 
operations. To accomplish this, immediate reduction of the deficit is 
mandatory. 

It is doubtful that the immediate aim of the United States policy 
should be to become a surplus country. Such an eventuality under the 
present world system would cause the repatriation of the foreign dollar 
balances and remove the liquidity upon which the expansion of inter- 
national trade has been based since 1945. This would effectively set 
the free world back in time twenty years. 

Clearly then, the International Balance of Payments problem must be 
treated in two phases. First, the Short Term solution, a way to elimi- 
nate the deficit and restore confidence in the dollar. Second, the Long 
Term solution, a change in the present system, or the inception of a 
new system which could guarantee the liquidity required for expanding 
world trade, a liquidity not based upon the currency of any one nation. 
The succeeding chapters will investigate these two phases of operation. 
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CHAPTER IV 



ACCEPTABLE SHORT TERM SOLUTIONS 

In order to cure an ill, the cause must be discovered. This is 

equally true in the case of balance of payments deficits, A deficit is 

synonymous with disequilibrium, but the type of disequilibrium decides 

the course of action to be taken. Classically, there are three types of 

disequilibrium, Monetary, Cyclical and Structural, and each is treated 

1 

in a fashion peculiar to itself. 

Monetary disequilibrium occurs when prices and costs in one country 
are too high relative to costs and prices in competing countries. This 
condition can be treated by deflation of prices, exchange depreciation, 
or a combination of the two. 

Cyclical disequilibrium is a deficit in current account caused by 
depression in other countries. This condition caused as it is by fac- 
tors outside of the deficit country can best be corrected by measures 
taken by the depressed country, supported by concurrent efforts of the 
deficit country to maintain income and price levels by fiscal measures. 
An alternative corrective measure would be the granting of aids and 
grants to the depressed country. 

Structural disequilibrium is based on shifts in international de- 
mand or supply of productive agents or goods and services. This sort 
of disequilibrium can take two forms common in this generation with dif- 
ferent corrective measures for each. In the first case, where the pro- 
ductive capital is destroyed by war or other catastrophe, the nation is 

■^Snider, o£. cit . , pp. 308-309. 
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obliged to accept some short term deficit. The best solution in this 
case is the one practice utilized after World War II, the granting of 
long term loans and aid to the deficit nation. The second case is that 
of persistent deficits caused by a technological lag on the part of the 
deficit country. The solution to this problem is the reallocation of 
effort or the improvement of existing effort protected by legislation 
against the more efficient foreign producers. 

It is rare when a deficit can be ascribed to any one type of dis- 
equilibrium. More often than not, it is a combination of disequilibri- 
ums which is at the base of the problem. The need, therefore, exists 
for the application of selective measures chosen on the basis of the 

nature of the particular type or types of disequilibrium present and 

2 

the implications of alternative corrections. 

Although the individual causes of the U. S. deficit are virtually 
inseparable from each other, two general causes can be identified. The 
first is the industrial growth of Western Europe and Japan. The rapid 
increase in production and the mastery of low cost methods of production 
rapidly improved their positions in world markets, increased their ex- 
ports to the United States and made them attractive to the investment 
of United States capital. The second cause is the increase in United 
States military expenditures abroad. Most of the increase in expendi- 
tures was in West Germany, the recipient country with the strongest pro- 

3 

clivity for running a balance of payments surplus. 

Before recommending methods of correcting the balance of payments 

^Snider, op. cit. , pp. 306-314. 

^Committee for Economic Development, The International Position of 
the Dollar (New York: May, 1961), p. 43. 
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deficit problem, it would be well to examine some of the major objectives 
of United States policy. This would preclude the selection of corrective 
measures which would be in conflict with these objectives. Some major 
objectives of United States policy are: 

1. To maintain and strengthen the defense of the free world. 

2. To promote the economic development of the underdeveloped coun- 
tries and to make it possible for them to choose paths of development 
that do not leave them subject to external domination. 

3. To maintain a strong and growing domestic economy. 

4. To maintain and strengthen a multilateral world trade and pay- 
ments system as free as possible of restrictions. 

5. To see the remainder of the free world maintain strong and pros- 

4 

perous economies and where appropriate to assist in this task. 

Keeping in mind the national foreign policy, the following steps 
can be taken by the United States to balance the payments and remove the 
deficit. These measures can be divided into two broad categories: 

1. Measures to be taken by the United States independently. 

a) Maintain internal price stability. While not guaranteeing 
an improvement of the international position, it will pre- 
vent it from deteriorating. 

b) Increase productivity, especially in industries in competi- 
tion with foreigners. 

c) Selective reduction of prices as a result of increased pro- 
ductivity. In conjunction with increase in productivity, 
this should provide an increase in exports. 

^Committee for Economic Development, op. cit . , p. 48. 
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d) Reduction of overseas investment and travel. Keeping in 
mind the United States 1 advocacy of freely flowing capital 
and the rights of citizens to travel, this step must be of 
an admonitory nature except as a last resort. 

e) Promotion of exports. 

f) Reduction of military expenditures abroad. 

g) Conditioning of nonmilitary loans and grants upon procure- 
ment from United States* sources. 

2. Measures to be taken in cooperation with other nations or by 
other nations unilaterally. 

a) Redistribution of defense burden in NATO. 

b) Increase of aid by surplus nations to developing countries. 

c) Reduction of trade and import restrictions. 

d) Appreciation of foreign currencies."* 

While the foregoing measures will tend to bring the international 
payments of the United States into balance, they will not guarantee an 
improvement of the United States* liquidity position. Since confidence 
in the liquidity of the United States is essential to prevent a sudden 
drain on already limited gold reserves, any improvement of United States' 
capability to meet drains will automatically lessen the possibility of 
such drains. The following measures will serve to improve the liquidity 
position: 

Interest Rate Policy : An increased interest rate will tend to 

limit the flow of short term funds to the higher interest countries of 
the world. The risk of impeding the growth of the domestic economy by 

^Committee for Economic Development, o£. cit . , pp. 50-61. 
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this step must be recognized* Therefore, the use of this measure may 
be better reserved for later emergency use* 

Gold Backing Policy ; Although gold is not a part of the domestic 
money supply, Federal Reserve Banks are required to maintain gold holding 
equal to 25 per cent of total note and deposit liabilities which now 
amounts to $12 billion. Removal of this requirement would increase li- 
quidity and strengthen the position in a painless fashion and hence, is 
the best first step to be taken. 

Prepayment of Claims on Foreign Countries ; Table IV illustrates 
the amounts owed the United States Government. Any prepayment of these 
claims will improve the current liquidity position. 



^Improvement of the liquidity position implies two things; First, 
increasing our ability to meet a drain on our reserves arising from the 
conversions of dollars Into gold or foreign currency and second, de- 
creasing the possibility that such a drain will occur. 

^Committee for Economic Development, op. cit . , pp. 50-61. 
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CHAPTER V 



PRESIDENTIAL ACTION TO REDUCE THE DEFICIT 

In January, 1965, with preliminary figures indicating a third suc- 
cessive year of balance of payments deficits of $3 billion or more, 
President Lyndon B. Johnson proposed a two part program to reduce the 
deficit and strengthen the world position of the dollar. The first 
part of this program was directed at immediately improving the United 
States' liquidity position. On 28 January, 1965, in his Economic Mes- 
sage to the Congress, President Johnson recommended the removal of re- 
quirement for the Federal Reserve Bank to maintain a gold reserve of 
not less than 25 per cent against its deposits. The approval of this 
recommendation by the Congress on 10 February, 1965, served to make 
available $5 billion of gold for meeting international commitments. It 
also served to reassure the world that the United States still stood 
ready to honor her agreement to redeem dollars for gold at $35 an ounce. 
The second part of the President's program also occurred on 10 February, 
1965. On that date, the President addressed a message to Congress "... 

relative to Review of International Balance of Payments and Our Gold 
2 

Position." This message first stated that the position of the United 
States' dollar was strong, and further stated that the convertibility 
of the dollar would continue. Finally, the message set forth the 



^U. S. Senate, Committee on Banking and Currency, Gold Reserve Re - 
quirements , Report No. 65, 89th Cong., 1st Session, 1965, p. 1. 

^U. S. Congress House of Representatives, Review of International 
Balance of Payments and Our Gold P osition , Document No. 83, 89th Cong. , 
1st Session, 1965, p. 1. 
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following ten steps for overcoming the deficit in U. S. Balance of Pay- 
ments : 

1. Extend the interest equalization tax two additional years 
beyond December 31, 1963 and broaden its coverage to non-bank credit of 
1 to 3 year maturity. 

2. Application by the President of the interest equalization tax 
to bank loans of one year or more. 

3. Receipt of assurances from the Canadian Government that their 
policies would be directed toward limiting capital outflows to those 
required for the maintenance of a stable level of Canada's foreign ex- 
change reserves. 

4. To further limit the flow of bank loans abroad, enrollment of 
the banking community in a major effort to limit their lending abroad, 
this enrollment to be accomplished by the Chairman of the Board of Gov- 
ernors of the Federal Reserve System and the Secretary of the Treasury. 

5. Legislation to exempt from antitrust laws bankers who are co- 
operating pursuant to the foregoing, where such cooperation is vital to 
the national interest. 

6. In an effort to reduce the outflow of business capital, direc- 
tion to the Secretary of Commerce and the Secretary of the Treasury to 
enlist the leaders of American business in a national campaign to limit 
their direct investments abroad, their deposits in foreign banks and 
their holding of foreign assets until the country's international 
accounts balanced. 

7. To minimize foreign exchange costs of defense and aid programs, 
direction to the Secretary of Defense, the Administrator of AID and 
others to cut overseas dollar costs to the bone. 
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8. To limit outflow of tourist dollars, legislation to limit the 
duty free exemptions of American tourists returning to the United States. 

9. To earn more trade dollars, redoubling of efforts to promote 
exports. 

10. To attract more investment dollars from abroad, new tax legis- 
lation to provide incentives for foreigners to invest in the United 
3 

States. 

In choosing from the measures available to him (Chapter IV), it 
is noteworthy that the President chose such measures as would cause no 
immediate international economic effects. In addition, no attempt was 
made to enlist the support of foreign governments. At a time of dollar 
crisis, the President chose to gamble that a substantial reduction of 
the deficit could be accomplished by these limited unilateral measures. 
The tenor of the message left no doubt that, in presidential opinion, 
the lion's share of the responsibility for the large 1964 deficit rested 
on the shoulders of the bankers and businessmen. In view of this, it 
is remarkable that at a time when a firm brake on capital outflow would 
seem to be the only course, the President eschewed coercion and appealed 
to businessmen and bankers to support the program on a voluntary basis. 
That is not to say that the positive threat of restrictive measures did 
not loom behind the President's request. 

In recognition of this threat of legislative restrictions, the re- 
action of bankers and businessmen was virtually immediate. By the end 
of the first quarter of 1965, the outflow of dollars was reported to 
have been reduced to a trickle, from a $6 billion annual rate to $2 

3 U. S. Cong., H. R. , Doc. No. 83, ££. cit. , pp. 2-3. 
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